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THE INTEGRATED THEORY OF BUSINESS 
VALUATION
B y  Z . C h r i s t o p h e r  M e r c e r ,  A S A , C F A
A fter several years in  th e  m aking , 
Valuing Enterprise and Shareholder Cash 
Flows: The Integrated Theory of Business 
Valuation was published in Septem ber 
2004.1 The In tegrated Theory o f Busi­
n ess  V a lu a tio n  allow s b u s in e ss  
appraisers to account for all the cash 
flows of business enterprises, w hether 
a t the  level o f the en te rp rise  o r by 
exam ining the portions o f enterprise 
cash  flows a ttr ib u ta b le  to  specific  
interests in them . It accomplishes this 
integration by harm onizing the Gor­
do n  M odel, and  im plicitly, the  dis­
co u n ted  cash flow m odel, w ith the 
familiar levels o f value that we use to 
d e s c r ib e  th e  v a rio u s  p re m ise s  o f  
value. The third chapter o f the book 
sh a re s  its n a m e  w ith  th e  su b title , 
“T he In tegra ted  T heory  of Business 
V a lu a tio n ,” a n d  co n ta in s  som e 60 
pages o f text sum m arizing the in te­
gration process. This brief article pro­
vides a flavor and summary of the the­
ory.
LEVELS OF VALUE
A ppraisers typically rely on concep­
tual “levels-of-value” charts to explain 
differences betw een prem ises o f val­
ues. For example, com m on sense sug­
gests tha t the value o f a controlling  
interest in an entire enterprise m ight 
be greater than the value of a small, 
i l l iq u id  in te r e s t  in  th a t  sam e 
business.2 The “trad itional” levels-of-
1 Mercer, Z. Christopher, Valuing Enterprise and Shareholder Cash Flows: The Integrated Theory of Business Valuation 
(M em phis, Peabody Publishing, LP, 2004). This book is available from  the pub lisher at 
www.integratedtheory.com.
2 Within the concept of controlling interests, appraisers, for the last decade or so, have distinguished between 
“financial control” and “strategic control” values.
value chart with th ree levels is shown 
on page 2 next to an expanded, m od­
ified  c h a r t in c o rp o ra tin g  financ ia l 
c o n tro l a n d  stra teg ic  c o n tro l c o n ­
cepts (Figure 1).
T he m arketable m inority level o f 
value is the centerpiece of the levels- 
of-value chart. This conceptual level 
is also re f e r r e d  to  as “as-if-freely- 
traded .” It is the observed pricing of 
publicly  trad ed  com panies an d  the 
(hypothetical) as-if-freely-traded pric­
ing for private enterprises.
A ccording to the In tegrated  T he­
ory (and  m any o th e r w riters), m ar­
ketable minority pricing can be sum­
m arized by the G ordon Model, which 
is familiar to all appraisers.
vo = CF1
r - g e
This basic form ulation of the Gor­
don M odel can be in terpreted  as fol­
lows: “V alue today is equal to n ex t 
p e rio d ’s (year’s) expected  cash flow 
(in co m e  m e a su re )  d iv id ed  by (o r 
capitalized by) a firm ’s discount rate 
less the expected  (constant) growth 
rate  o f the m easure o f cash flow in 
th e  n u m e ra to r .” T h is fo rm u la tio n  
assumes:
• Expected cash flows are growing at 
the constant rate of g, and
• All cash flows are reinvested in the 
firm at the discount rate, r, (or are
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o therw ise  d is tr ib u te d  to  sh a re ­
holders).
A ppraisers have b een  using this 
basic m o d e l fo r  m any  years. T h e  
ca sh  flow  m e a s u re  e m p lo y e d  is 
either ne t cash flow to equity or net 
income.
T he In tegrated  Theory takes the 
basic G o rd o n  M odel fo rm u la tio n  
a n d  re la te s  it  to  th e  m a rk e ta b le  
minority level as follows:
Figure 1: Levels of Value
Traditional
Control Value
Control
Premium
Minority
Interest
Discount
Rmm -Gmm
o r
CF
R - G Marketable Minority Value
Expanded, Modified
Strategic Control Value
Strategic
Premium
FCP Financial Control Value MID
Marketable Minority Value
V  mm
CFe(mm)
M arketable m inority value (Vmm) 
is represented  by the cash flow o f the 
enterprise (norm alized to adjust for 
n o n - r e c u r r in g  a n d  o th e r  d is c re ­
tionary items) capitalized by the dis­
c o u n t ra te  o f the  en te rp rise  (R m m )  
less th e  e x p e c te d  g ro w th  ra te  o f  
e a rn in g s  o f  th e  e n te rp r is e  (G mm). 
This sh o rthand  represen ta tion  p ro ­
vides the value o f public securities at 
th e  m a rk e ta b le  m in o rity  level o f  
value. F o r priva te ly  ow ned  e n te r ­
prises, it is ind icative o f  th e  sam e 
level— the “as-if-freely-traded” level.
Rmm is norm ally developed using 
the build-up process of the Adjusted 
Capital Asset P ricing M odel an d  is 
ap p licab le  to th e  n e t in c o m e /n e t  
cash flow o f the enterprise being val­
ued. If n e t incom e is employed, the 
appropriate growth rate is the long­
term  expected growth in earnings. If 
a m easure o f n e t cash flow (which 
implicitly considers tha t some earn ­
ings a re  re in v e s te d )  is u se d , th e  
e x p e c te d  g ro w th  ra te  s h o u ld  be 
adjusted upward to reflect the com ­
pounding  effect o f the reinvestment.
Marketability
Discount
Nonmarkelable Nonmarkelable
Minority Value Minority Value
Using the form ulation above, we 
know that the expected growth rate in 
value fo r the public o r “as-if-freely- 
traded” private enterprise is the dis­
co u n t ra te , Rmm. Value grows m ore 
rapidly than the expected growth in 
cash flow because of the com pound­
ing effect o f reinvestment. W hile this 
can be proven m athem atically, this 
should be intuitively apparent, since 
it is th e  on ly  way fo r investo rs to 
ach ieve th e ir  e x p e c te d  re tu rn , o r 
Rmm.
We use this analysis and  logic to 
b u ild  th e  b en ch m ark , m ark e tab le  
m inority  level o f value in the In te ­
grated T heory as follows:
Conceptual Math Relationships Value Implications
Marketable Minority Value
CFe(mm)
Gv -  Rmm
Rmm Gm
Marketability
Discount
The m arketable m inority level of 
value is defined as an enterprise level 
o f value because CFe (mm) is defined 
as the cash flow of the enterprise. All 
the shareholders o f a publicly traded 
en terprise , contro lling  o r m inority, 
share the benefit o f 100% of its cash 
flows as they are capitalized in the 
public markets every day.
The m arketable m inority level o f 
v a lu e  is d e f in e d  in  te rm s  o f  its 
e x p e c te d  ca sh  flow s, e x p e c te d  
grow th and  expected  risk. It is the 
level o f value to which appraisers have 
a p p l ie d  c o n tro l  p re m iu m s  to  
develop contro lling  in terest indica­
tions o f value. It is also the level o f 
v a lu e  from  which  
a p p ra is e r s  have  
s u b tr a c te d  m a r ­
ketability discounts
Vm
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to derive n o n m ark e tab le  m inority  
indications of value. These relation­
ships are confirm ed in the levels-of- 
value charts on page 2 (Figure 1).
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Figure 2: Conceptual Model for Financial Control in Relationship to 
the Marketable Minority Value
Conceptual Math Relationships Value Implications
THE INTEGRATED THEORY
The Financial Control Level o f Value
In  this b rief article, we will develop 
one additional level o f value, that o f 
financial contro l, in the process o f 
illustrating the conceptual m ath  o f 
the In tegrated Theory. T hen, we will 
u se  th e  I n te g r a te d  T h e o ry  to  
d e v e lo p  o n e  o f  th e  c o n c e p tu a l  
ad ju s tm en ts  in th e  levels o f  value 
chart, the marketability discount.
M a rk e ta b le  m in o r i ty  v a lu e  is 
defined  as illustra ted  above. W hen 
would a rational purchaser o f a busi­
ness pay m ore than  the m arketable 
minority level o f value, which already 
capitalizes 100% o f its expected cash 
flows? T he answer is n o t for the so- 
c a lle d  “p re ro g a tiv e s  o f  c o n t r o l ,” 
w hich are  assum ed  to accom pany  
the cash flows. The answer lies in the 
e x p e c ta t io n s  o f  th e  p u r c h a s e r  
( r e g a rd in g  cash  flow s, r isk , a n d  
growth) in relationship to the expec­
tations em bedded  in the m arketable 
minority pricing.
Consider the case of the financial 
co n tro l pu rchaser. T he  In teg ra ted  
Theory defines the value of an en ter­
prise to a financial control purchaser 
(Ve(c,f)) as follows:
V e(c,f)
CFe(c,f)
[Rf -  (Gmm+ Gf)]
The value o f the enterprise from  
the viewpoint o f a financial control 
buyer is based on his o r h e r expecta­
tions for cash flows (CFe(c,fl). The first 
step in developing CFe(c,f> is to derive 
(norm alized) earn ings a t the  m ar­
ketable m inority level (CFe(mm)). The 
se c o n d  s te p  invo lv es  ju d g m e n ts  
re g a rd in g  th e  ability  o f  a c o n tro l 
buyer to improve the earnings stream
Financial Control Value
EFe(c,f)
Rf - [Gmm + Gf]
CFe(mm) 
Rmm -  Gmm
Marketable Minority Value Gv = R mm
v m
  
beyond the norm aliza tion  process. 
T his co u ld  involve th e  ability o f  a 
specific buyer to im prove the exist­
ing operations or to ru n  the target 
co m p an y  b e tte r . H ow ever, u n less  
th e re  are com peting  financial buy­
ers, a single buyer w ould  likely be 
unwilling to share the benefit o f all 
ex p ec ted  cash flow im p ro v em en ts  
with the seller. In the real world, at 
best, there would be a negotiation to 
dete rm in e  the ex ten t o f such shar­
ing.3
Rf is the discount rate o f the uni­
verse o f financial buyers. In the real 
w orld, Rf may, as P ra tt an d  o th e rs  
have observed, be identical to Rmm. 
M arket forces will tend  to force this 
equalization; however, Rf cou ld  be 
m odestly different from  Rmm one way 
o r the o ther, based on  the circum ­
stances o f potential financial buyers 
as well as com petition between them  
for a particular purchase.
The expected growth rate in cash 
flows fo r the  financial buyer is the  
expected growth rate o f earnings at 
the m arketable minority level (Gmm), 
o r the inheren t growth expectations 
fo r th e  en te rp rise , p lus any in c re ­
m e n t in  grow th  th a t th e  financia l 
purchaser expects and  is willing to 
share with the seller (Gf). For exam ­
ple, financial con tro l buyers m ight 
expect to augm ent growth by better 
m anaging the business.
T he conceptual m odel for finan­
cial control value can now be shown
CFe(c,f) ≥ CFe(mm) 
Gf ≥ 0
R f =  R mm ( + / - a little)
Ve(c,f)  ≥ Vm    
in  re la tio n sh ip  to  th e  m ark e tab le  
m inority value (see Figure 2).
C oncep tual d ifferences betw een 
the m arketable m inority and  finan­
cial control levels o f value can be dis­
c e rn e d  by e x a m in in g  th is  fig u re . 
T his type o f  analysis is im p o r ta n t 
because it illustrates that control pre­
m ium s (or o th er conceptual adjust­
m ents) are  n o t au tom atic , b u t are 
b ased  on  e x p e c te d  d iffe ren ces  in 
cash  flow s, risk , a n d / o r  g ro w th . 
Based on analysis o f this figure, the 
financial control value would exceed 
the m arketable minority value if, all 
o th e r  th in g s  b e in g  eq u a l, o n e  o r 
m o re  o f  th e  fo llow ing  c o n d itio n s  
were true:
• CFe(c,f) is greater than CFe(mm). T his 
would be true if the buyer of the 
en terp rise  could  be expected  to 
im p ro v e  th e  o p e ra tio n s  o f  th e  
enterprise (and would share that 
expected benefit with the seller). 
N ote th a t CFe(c,f) will n o t exceed  
CFe(mm) because o f  above-m arket 
salaries paid to owners o f a busi­
ness. A djustm ents o f th a t na tu re  
were required  to arrive at CFe(mm).4
• Gf  is greater than zero. If the finan­
cial con tro l buyer expects to be 
a b le  to  a u g m e n t  th e  fu tu re  
g ro w th  o f  cash  flows (a n d  will 
share that benefit with the seller), 
th en  Ve(c ,f) can exceed Vmm, o th er 
things being equal.
• R f  is noticeably less than Rmm. C on­
ceptually, Rf could  be less than  or
3 Note that the negotiation between buyers and sellers affects the purchase price and not the expected, after-acquisition cash flows. This observation suggests that observed 
takeover premiums do not reflect the expected total change in cash flow, but only that portion that is negotiated and shared with sellers.
4 Many appraisers still insist that in valuing minority interests of private companies, no adjustments should be made for above-market owner salaries or perquisites because 
the minority shareholder lacks the power to change the cash flows. Chapter 4 of The Integrated Theory addresses this issue in depth.
3
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e x c e e d  R mm. E i th e r  c o n d i t io n  
c o u ld  b e  t r u e  fo r  a s p e c if ic  
buyer; how ever, it is likely th a t 
m a rk e t  fo rc e s  w o u ld  t e n d  to  
fo rc e  th e  re le v a n t u n iv e rse  o f  
b u y e rs  to  a c c e p t  R mm as th e  
a p p ro p ria te  d isco u n t ra te . T h e  
specification  o f R f does provide 
an  explanation for financial con­
trol prem ium s that m ight be paid 
for enterprises based on com peti­
t io n  b e tw e e n  p r iv a te  e q u ity  
fu n d s .  S u ch  f u n d s  h av e  th e  
c a p a c ity  to  b id  u p  p r ic e s  by 
accepting lower re tu rns on  ind i­
vidual deals.5
• Note that the financial buyer does 
n o t n eed  to assume bo th  h igher 
e x p e c te d  ca sh  flow s a n d  
e n h a n c e d  grow th p rospec ts  fo r 
Ve(c,f) to exceed Ve(m m ). It is quite 
p o ssib le  th a t  low er, n e a r- te rm  
cash  flow s r e s u l t in g  fro m  
e x p e c te d  in v estm en ts  can  au g ­
m ent expected growth enough to 
ach ieve  h ig h e r  p re s e n t values. 
T h e  sam e co u ld  be tru e  fo r an  
a d ju s tm e n t in  Rf. F or f in an c ia l 
c o n tro l  v a lu e  to  e x c e e d  m a r ­
k e ta b ili ty  m in o r ity  e n te rp r is e  
value, it is only necessary that the 
n e t o f the above adjustm ents be 
positive to value.
T he po in t o f this analysis is that 
th e  financia l co n tro l p rem iu m , as 
re p re s e n te d  by value in excess o f 
m ark e tab le  m in o rity  value, is n o t 
au to m atic . T h e  se lle r ’s h isto ry  o f 
ea rn in g s (ap p ro p ria te ly  ad justed ) 
prov ides th e  basis fo r fu tu re  cash 
flow expectations. Buyers have bene­
fit o f that history and  may have their 
own p e rcep tio n s  o f g rea te r fu tu re  
cash flows. Any differential in value 
is th e  f u n c t io n  o f  n e g o t ia t io n s  
between buyers and  sellers o f en ter­
prises. T h e  co n cep tu a l analysis o f 
the In tegrated  Theory does no t p re­
dict financial control value, bu t p ro ­
vides a vocabulary  to describe the  
rational econom ic behavior of m ar­
ket participants.
Figure 3: Conceptual Math of the Integrated Theory
Conceptual Math Relationships Value Implications
CFe(c,s) CFe(C,S) ≥CFe(c,f)
Strategic Control Value V e(c,s) ≥  V e(c,f)
Rs_ [G mm + Gs] Gs ≥ 0
Rs ≤ R mm
GFe(c,f) GFe(C,f) ≥ CFe(mm)
Financial Control Value V e(c,f) ≥Vmm   Rf - [Gmm + Gf] Gf ≥ 0
R f  =  R mm (+ /— a little)
CFe(m)
Marketable Minority Value G v  = R m m  V mmRm —Gmm
CFsh CFsh ≥ CFe(mm)Nonmarketable V sh   ≤ Vm Minority Value Rhp -  Gv Gv ≤ Gmm
R hp ≥ Rmm
The Conceptual Math o f the Integrated Theory 
The Integrated Theory o f Business Val­
uation develops each level o f value 
on  the levels o f value ch a rt in simi­
la r  f a s h io n .  T h e  r e s u l t  o f  th a t  
developm ent is shown above in Fig­
u re  3.
T he  strategic co n tro l p rem ium  
c an  b e  a n a ly z e d  s im ila rly  to  th e  
fin an c ia l c o n tro l p rem iu m . W hat 
shou ld  be c lear in the  co n cep tu a l 
m ath  above is th a t the  m arketab le  
m in o r ity , f in a n c ia l  c o n tro l ,  a n d  
strategic contro l levels o f value are 
enterprise levels where value is deter­
m in e d  based  on  c a p ita liza tio n  o f 
enterprise cash flows.
THE M ARKETABILITY DISCOUNT
The nonm arketable minority value is 
b ased  on  CFsh, o r shareholder cash 
flows, so it is a shareholder level o f 
value. Cash flows to shareholders are 
derived from  the cash flows o f en ter­
prises. Cash flows applicable to par­
ticu la r in te rests  in en te rp rise s  are 
based on the pro  rata shares o f divi­
dends or d istribu tions w hen and  if 
such distributions are paid.
We can specify the m arketability 
d iscount (MD) that investors m ight 
d em an d  w hen p u rch as in g  illiqu id
interests in en terprises th a t do  n o t 
have active public m arkets for their 
shares. T he  first specification is in 
term s o f th e  re la tio n sh ip  betw een  
sh a re h o ld e r  level value (Vsh) an d  
m arketable minority value (Vmm):
T h e  seco n d  spec ifica tio n  is in 
term s o f the conceptual definitions 
o f those values fo u n d  in the “C on­
ceptual M ath of the In tegrated  T he­
ory” chart above.
MD = 1 -
CFsh 
R hp -  Gv
CFe(mm)
Rm — Gm  
Conceptually, the first equation  
illu stra te s  th a t if th e  sh a re h o ld e r  
le v e l (V sh) is e q u a l  to  th e  m a r ­
ketable m inority  value (V m m ) th e re  
will be no  m arketab ility  d iscoun t. 
Frequently, holders o f illiquid secu­
r i t ie s  o f  p r iv a te  e n te r p r is e s  a re  
f a c e d  w ith  e x p e c ta t io n s  th a t  
include one  or m ore o f the follow­
ing th ree  factors:
5 In fact, financial buyers have been shown to compete with strategic buyers in a recent study. See “Control Premium Study Shows Decline in Market Multiples,” Shannon 
Pratt's Business Valuation Update, October 2001, pp. 6-7.
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1. C ash  flow  to  th e  s h a r e h o ld e r
(CFsh) less than that o f the en ter­
prise (CFe(mm)).
2. E x p e c te d  g ro w th  in  va lue  less 
than  the discount rate.
3. Increm ental risks associated with 
illiqu id ity  d u rin g  th e  ex p ec ted  
holding period.
In certain cases, the marketability 
discounts tha t are appropriate  rela­
tive to  th e  m a rk e ta b le  m in o r i ty  
value can be qu ite  large. In  o th e r  
cases, however, as with fully distrib­
uting entities, o r in cases w here the 
expected growth rate in value is rela­
tively high and  holding period  risks 
are n o t large, the appropria te  m ar­
k e tab ility  d isc o u n ts  can  be q u ite  
small.
C onceptually, no  p o rtion  o f the 
m arketability  d iscoun t is the  resu lt 
o f a subtraction in value because of 
the prerogatives o f control. T he eco­
nom ic penalty  o f the m arketability  
d isc o u n t is e x p la in e d  in  te rm s o f 
divergences betw een the  expected  
cash  flows o f  th e  e n te rp r is e  a n d  
th o se  to  s h a re h o ld e r s ,  e x p e c te d  
growth in value less than  the u n d er­
ly ing d isc o u n t ra te , a n d  h o ld in g  
p e r io d  risk  in  excess o f  th e  risks 
associated with the enterprise.
Note that the m inority investor in 
a p u b lic  c o m p a n y  h a s  n o  m o re  
d ire c t co n tro l over th e  en te rp rise  
than  does the minority investor in a 
private company. However, the pub­
lic m inority  sh areh o ld er does have 
an elem ent of personal control that 
th e  p riv a te  m in o rity  sh a re h o ld e r  
lacks. H e has the  ability to o b ta in  
cash for his investm ent in th ree days 
th ro u g h  the  public  securities m ar­
kets at the m arketable minority level 
(p resen t value o f all expected  cash 
flows of the en terp rise).
CONCLUSION
The Integrated Theory of Business Valu­
ation is im p o rtan t to appraisers for 
sev e ra l im p o r ta n t  re a so n s  l is te d
below. A lthough we have n o t been  
able to  develop  every ra tio n a le  in 
this artic le , they  nevertheless flow 
from  the In tegrated Theory.
1. An Integrated  Theory of Business 
Valuation addressing each o f the 
levels o f value has been  presented  
for the  first tim e. This theory  is 
consistent with observed pricing 
b eh av io r in  th e  p u b lic  m arkets  
and provides a framework within 
which to discuss the appraisal o f 
p riv a te ly  h e ld  c o m p a n ie s  a n d  
interests therein.
2. T he In tegra ted  T heory does no t 
relate to any particu lar standard  
of value, for example, fair m arket 
value, fa ir value, o r in v estm en t 
v a lu e . R a th e r , it  e n a b le s  th e  
a p p r a is e r  to  u n d e r s ta n d  th e  
nature o f the valuation process in 
th e  c o n te x t o f  any s ta n d a rd  o f 
value.
3. T h e  In te g ra te d  T h eo ry  sh o u ld  
cause ap p ra ise rs  to focus m ore  
c le a r ly  o n  th e  r e la t io n s h ip s  
betw een  financial co n tro l value 
and  m arketable m inority value.
4. The In tegrated  Theory raises sig­
n if ic a n t  q u e s t io n s  a b o u t  a n d  
objections to the  use o f con tro l 
prem ium  data to estimate m inor­
ity interest discounts.
5. T he In teg ra ted  T heory  explains 
the relationship between the m ar­
k e tab le  m in o rity  a n d  n o n m a r ­
ketable minority levels o f value in 
financial and econom ic terms.
6. T h e  Q u an tita tiv e  M arketab ility  
Discount M odel (QMDM) has no t 
b een  m e n tio n e d  in this artic le . 
However, the analysis o f the non ­
m arketable minority level o f value 
provides the econom ic and finan­
cial rationale for quantitative, rate 
o f re tu rn  analysis (o f w hich the 
QMDM is one example) to deter­
m ine marketability discounts.6
7. T he  In te g ra te d  T heory  o f Busi­
ness V aluation  u n d e rm in e s  the  
conceptual rationale for ano ther
d is c o u n t  f r e q u e n t ly  u se d  by 
ap p ra ise rs— a m arketab ility  dis­
c o u n t app licab le  to co n tro llin g  
in terests o f com panies. T h ere  is 
n o  c o n c e p tu a l basis fo r a m a r­
ketability d iscoun t applicable to 
co n tro llin g  in te re s ts  o f  co m p a­
nies. Financial control and  strate­
gic control values should be deter­
m in e d  b ased  o n  th e  eco n o m ic  
fa c to rs  o u t l in e d  ab o v e . I f  an  
enterprise has particular risks that 
m ig h t  n o t  b e  a p p lic a b le  to  a 
hypothetical, freely trad ed  secu­
rity, th o se  risks sh o u ld  be esti­
m ated in term s o f the im pact on 
its  d is c o u n t  r a te  o r  e x p e c te d  
re tu rn s — an d  u ltim ately , to the  
multiples applied to earnings. X
Z. Christopher Mercer, ASA, CFA is CEO of 
M ercer Capital, one of the largest indepen­
dent business appraisal firms in the nation 
serving a national and international clien­
te le . M r. M ercer is the  author of several 
books including Valuing Shareholder Cash 
Flows: Quantifying M arketab ility  Discounts 
(Peabody Publishing 2 0 0 5  [e-book], 2 0 0 1 , 
1 9 9 7 ), Valuing Enterprise and Shareholder 
Cash Flows: The Integrated Theory o f Busi­
ness Valuation (Peabody Publishing 2 0 0 4 ),  
and Valuing F inancial In s titu tio n s  (B usi­
ness One Irwin, 1 9 9 2 ).
Letters to the Editor
CPA Expert encourages readers to 
write letters on issues related to 
business valuation and forensic 
and litigation services, and on pub­
lished articles. Please include your 
name and telephone and fax num­
bers. Send your letters by e-mail to 
wmoran@aicpa.org.
6 Readers might note that the conceptual definition of the marketability discount above provides the definition of this discount as employed in the QMDM, which, of 
course, is the subject for another day. See my newest book, which was published as an E-Book in January 2005, Valuing Shareholder Cash Flows: Quantifying Marketability Dis­
counts (Memphis, Peabody Publishing, LP, 2005). This E-book is available at www.integratedtheory.com.
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IDENTIFYING AND MEASURING 
PERSONAL GOODWILL IN A 
PROFESSIONAL PRACTICE
B y  M a r k  O . D ie t r i c h ,  C P A / A B V
Author’s Note: This article builds upon the concepts originally laid out in my article 
“Valuing Covenants Not to Compete in a Professional Practice,” which appeared in the 
Summer 2000 issue of CPA Expert. That article contained a detailed quantitative 
model for such a valuation.
In m any situations, m ost notably val­
u a tio n  fo r m arita l d isso lu tion  an d  
allocation o f purchase price for tax 
or financial reporting  purposes, dis­
tinguishing personal goodwill from  
e n te r p r i s e  g o o d w ill is a c r i t ic a l  
undertaking.
In  th e  m a rita l a re n a , p e rso n a l 
goodw ill is n o t  a divisible asset in  
some jurisdictions, and  the status is 
u n c e r ta in  in  m any, an d  th e re fo re  
c a n n o t be aw ard ed  by th e  C o u rt. 
Given this n o rm , it is cu rious th a t 
many valuation analysts fail to provide 
evidence as to the separate values of 
personal and  enterprise goodwill.
In tax planning, particularly for C 
C o rp o ra tio n s , a llo c a tin g  th e  p ro ­
ceeds o f a sale o f a business to per­
sonal goodw ill a n d /o r  a n o n c o m ­
p e te  a g r e e m e n t  c a n  r e d u c e  o r  
elim inate the am ount recognized as 
corporate  gain and  the related  cor­
porate level tax. In valuation for pur­
poses o f a sale o f a business, properly 
attributing value to different intangi­
b le  assets m ay be c ritica l to  b o th  
b u y e r  a n d  s e lle r  o b ta in in g  th e  
p roper m easure o f the bargain.
T here are two fundam ental issues 
in  d if fe re n t ia t in g  p e rs o n a l  fro m  
enterprise goodwill:
1. Identifying which portions of cash 
flow are attributable directly to the 
individual’s characteristics.2. 
Identifying which cash flows attrib­
utable to otherwise enterprise-level
tangibles and intangibles would be 
lost if the individual competed.
ILLUSTRATIVE EXAMPLES
1. P ersonal goodw ill flow ing from  
individual characteristics
• A physician at a renow ned m ed­
ical cen ter is well known for his 
skill in diagnosing com plex dis­
eases. His ability to do so is due 
to his intellectual skills, knowl­
edge base, an d  ex p erien ce  in 
similar cases.
• A n a tto rn e y  has w on several 
h ig h  p ro file  cases because  o f 
h e r  ability to relate to the ju ry  
a n d  m a k e  c o m p le x  issu es  
understandable. In  h er cu rren t 
firm , she is also the  p rinc ipa l 
“rainm aker.”
2. Enterprise goodwill flowing from  
individual characteristics
• The same physician is part o f a 
g roup  practice. S ubsequent to 
th e  d ia g n o s is , o th e r  g ro u p  
physicians, som e o f w hom  are 
e m p lo y e d , m ay t r e a t  th e  
p a tien t. T h e  em ployed  physi­
cians generate a profit in excess 
o f their com pensation tha t the 
practice owners share.
• The same attorney has attracted 
d o z e n s  o f  new  cases a n d  is 
unable to handle most o f them, 
which are assigned to o ther part­
ners or m embers o f the growing 
staff. T he “points system” in the
law firm  allocates profits based 
in large p a rt u p o n  who gener­
ated the underlying business.
Observation
The second set of examples is perhaps sub­
ject to some dispute in jurisdictions that 
treat personal goodwill as a non-divisible 
asset in marital dissolution. Some judges 
may treat any profit resulting from the per­
sonal goodwill o f a marital litigant as 
non-divisible. For example, in a Florida 
appellate case (Weinstock v. W einstock 
634 So. 2d at 777), the Court ruled that 
a dental practice had no divisible goodwill 
because the expert testified that a noncom­
pete agreement would be required in any 
sale of the practice as well as the dentist’s 
continued presence for a six-month patient 
transition period. Valuation analysts 
need to obtain a clear understanding from 
legal counsel as to the proper interpreta­
tion o f state law or precedent.
P erso n a l goodw ill, th e n , is th e  
asset th a t genera tes cash profits o f 
the enterprise that are attributed  to 
the business generating  characteris­
tics o f  th e  in d iv id u a l , a n d  m ay 
include any profits that would be lost 
if the individual w ere n o t p resen t.1 
T h e  value o f  a N o n c o m p e te 2 w ith 
tha t individual is the value o f those 
cash profits, adjusted for the proba­
bility of the individual com peting in 
each fu ture year where the potential 
o f com petition exists. Thus, the non ­
com pete is a portion  o f the value of 
p e r s o n a l  g o o d w ill a n d  c a n n o t  
exceed that value. Unless the proba­
bility o f  co m p e titio n  is 100% , the  
personal goodwill will always exceed 
the value o f the noncom pete.
ENFORCEABILITY OF NONCOMPETES
H ow  m u c h  is an  u n e n f o r c e a b le  
prom ise to pay worth? Or, better yet, 
how  m u c h  w ill th e  h y p o th e t ic a l  
buyer pay for an unenforceable con­
tract with a hypothetical seller? “N ot 
m u ch ” would seem to be the answer. 
To illustrate the concepts involved in
1 Subject to jurisdictional precedents.
2 A lawyer once told me to capitalize key terms to call attention to them.
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fa c to r in g  e n fo rc e a b ili ty  in to  th e  
value o f a noncom pete , the  follow­
ing section looks at the statutes and  
precedents o f several states.
Observation
The enforceability o f noncompetes is a 
volatile area o f law. Courts in many 
states have moved to restrict enforceability 
when public policy is an issue, such as 
noncompetes that by their nature restrict 
the free access o f a patient to his or her 
physician. Other states have liberally 
interpreted noncompetes, finding that sep­
arate consideration is not necessary.
Representative State: Texas
The Texas Business and  Commercial 
Code, §§15.50 provides that in order 
for a noncom pete to be enforceable, 
it m ust be “ancillary to or part o f an 
otherwise enforceable agreem ent at 
the time the agreem ent is m ade.” If 
th ere  is only an  at-will em ploym ent 
re la tio n sh ip , th e  c o v e n a n t is n o t  
e n fo rc e a b le .  T h e  te rm  “a t-w ill” 
appears to be in terp re ted  as one in 
which the agreem ent has no  specific 
te rm . If  th e  re la tio n sh ip  is o th e r  
th a n  at-will, th e  lim ita tions o f th e  
cov en an t in  tim e, scope, a n d  geo­
graphic area m ust be no m ore than 
necessary to pro tec t the goodwill o f 
the em ployer or o ther entity.
N o n co m p etes  am o n g  physicians 
are subject to a special set o f provi­
sions. To be enforceable, the agree­
m en t m ust conform  to the statutory 
provisions including no t denying the 
p h y s ic ia n  access  to  a l is t o f  h is  
p a t ie n ts  w h o m  h e  h a d  se e n  o r  
trea ted  w ithin one year o f term ina­
tion o f the contract o r em ploym ent 
and  the covenant m ust provide for a 
buy ou t o f the covenant by the physi­
cian at a reasonable price.
Therefore, the value o f the covenant 
must exclude the value o f that patient 
list.3 The provision in subparagraph 
(C) would appear to require that the
c o v e n a n to r4 receive an  e le c tro n ic  
copy o f m edical records if they are 
kept in that fashion. As a logical con­
sequence, the Enterprise Value o f a 
m edical practice in Texas is different 
from  an identical practice located in 
ano ther state that has no limitations 
on  the enforceability o f a noncom ­
pete  and  does n o t requ ire  th a t the 
ph y sic ian  b e  g iven a p a t ie n t  list! 
W here Fair M arket Value is the stan­
dard, hypothetical buyers and  sellers 
m ust be assumed to be familiar with 
th e  law in  th e  s ta te  in  w h ich  th e  
transac tion  takes p lace— as shou ld  
valuation analysts.
Representative State: Pennsylvania
I t is likely  th a t  a N o v em b er 2002 
Pennsylvania Suprem e Court decision 
has significantly altered the law as it 
applies to the transfer o f a business 
including em ploym ent contracts. The 
case, Hess v. Gebhard & Co., Inc., 
involved th e  sale o f  an  in su ra n c e  
agency . As an  em p lo y e e  o f  th e  
agency, Hess’s em ploym ent contract 
contained a covenant no t to com pete 
within a 25-mile radius for a five-year 
post-employment term . Significantly, 
the contract contained no language  
regarding the transferability of the contract.
T h e  re la te d  P u rch ase  a n d  Sale 
agreem ent allocated no  value to the 
Hess em ploym ent contract. Hess did 
n o t con tinue  em ploym ent with the 
p u rc h a s e r4 a n d  so u g h t a p o sitio n  
w ith a n o th e r  in su ran ce  agency. In  
th e  p ro cess , H ess so lic ited  a cus­
to m e r o f  his fo rm e r agency. As a 
result o f th reatened  legal action, the 
new agency did no t hire Hess. Hess 
then  sued for in terference with con­
tractual relations.
The Pennsylvania Suprem e Court 
ultimately held  that the noncom pete 
was no t transferable to a subsequent 
purchaser absent a specific transfer- 
ability  p rovision : “W e h o ld  th a t a 
restrictive covenant no t to com pete,
contained in an  em ploym ent agree­
m ent, is n o t assignable to the p u r­
c h a s in g  b u s in e s s  e n tity , in  th e  
ab sen ce  o f  a specific  assignability  
p ro v is io n , w h e re  th e  c o v e n a n t is 
included in a sale o f assets.” Perhaps 
a d iffe ren t resu lt w ould have been  
reached if a sale o f stock had  been  at 
issue.5 It seems that, in Pennsylvania 
at least, when valuing the assets o f a 
business, the analyst should read any 
em ploym ent contracts to see if  the 
noncom pete is transferable.
Observation
Valuators should be aware that the vari­
ous states might have one standard for 
enforcing covenants not to compete in an 
employment setting  and another fo r  
enforcing a covenant in a purchase and 
sale of a business.
REASONABLE COMPENSATION
In the typical valuation of any profes­
sional practice or small business, the 
analyst’s key assumption relates to rea­
sonable com pensation for services— 
there will no t be any excess earnings 
to capitalize or any cash profit to dis­
c o u n t if  th e  p ro fessional does n o t 
earn m ore than “reasonable com pen­
sa tion .” T he h ig h er the reasonable  
co m p en sa tio n  relative to  th e  to tal 
compensation earned (of course) the 
lower the value of any goodwill.
A rg u ab ly , i f  th e re  is n o  
business/practice profit before no r­
malization of the incom e statements, 
then  some portion  o f the compensa­
tion  ea rn e d  m ust be com ing  from  
the re tu rn  on tangible assets o f the 
enterprise, namely N et W orking Cap­
ital an d  F ixed Assets. L ater in  this 
article, in the section titled “M echan­
ics o f  V a lu a tio n ,” we a d d re ss  th e  
im portance o f this analysis. The ana­
lyst m ust u n d ers tan d  n o t only how 
m uch com pensation  is earned , b u t 
also what the sources of that com pen­
sation are.
3 Always ask: Would the hypothetical buyer pay for something they already own?
4 He was not offered a position he was interested in.
5 And, may I further add that this is but one dramatic difference between asset sales and stock sales, suggesting that a hypothetical buyer should pay a different price for 
assets than for stock.
7
CPA Expert Spring 2 005
T he o ther critical aspect o f deter­
m ining reasonable com pensation is 
the work effort o f the individual, typi­
cally re fe rred  to as “p ro d u c tiv ity .” 
Many analysts determ ine reasonable 
c o m p e n sa tio n  fo r th e ir  v a lu a tio n  
m o d e ls  by ta k in g  th e  m e d ia n  o r 
m ean (average) com pensation for a 
particular position, without consider­
in g  th e  in d iv id u a l’s p ro d u c tiv ity  
com pared with the m edian or mean.
For example, the Medical G roup 
M anagem ent A ssociation (MGMA) 
data  is com m only used  for valuing 
physician practices. MGMA reports  
no t only m edian and  m ean com pen­
sation, b u t also the 25th, 75th and  
90th percentiles o f com pensation. It 
reports the same percentiles for pro­
ductivity, as to both charges and  col­
lec tio n s  fo r p ro fe ss io n a l services. 
The analyst should ask, “Can I hire a 
replacem ent physician for this prac­
tice at a median salary if the practice 
owner is producing at the 75th per­
cen tile?”6 Given th a t m ost m edical 
practices, as well as accounting and  
law  p ra c tic e s , c o m p e n s a te  th e i r  
sen ior associates an d  p a rtn e rs  a t a 
p e r c e n ta g e  o f  p r o d u c t io n ,  th e  
answ er is a lm ost surely “N O .” For 
th o se  p rac tice s  a n d  b usinesses in 
which com pensation is a function of 
p ie c e w o rk  (p a tie n ts  s e e n , h o u rs  
b ille d /c o lle c te d , e tc .) , reasonab le  
com pensation m ust be a function of 
productivity.
P ro p er com pensation  analysis is 
critical to the overall quest to value 
goodwill because an understatem ent 
o f  re a so n a b le  c o m p e n sa tio n  will 
result in an overstatem ent of good­
will. To the  ex ten t th a t reasonable  
c o m p e n s a tio n  is understated, th e  
a m o u n t  o f  p e r s o n a l  g o o d w ill 
in c lu d e d  in to ta l goodw ill will be 
greater. Alternatively stated, some por­
tion o f the personal goodwill issue can 
often be minimized by properly addressing 
reasonable compensation.
CATEGORIES OF INTANGIBLES
Perhaps the m ost easily identified dis­
c re e t in tan g ib le  in  a p ro fessio n a l 
p ra c tic e  is th e  value o f  a tra in e d  
workforce, o r Workforce-in-Place. This 
asset is also one of the easiest to mea­
sure, typically be in g  based  u p o n  a 
p e rc e n ta g e  o f  p a y ro ll r e f le c t in g  
longevity and  skill, along with train­
ing and  recru iting  costs.7 8An initial 
analysis sh o u ld  be c o n s id e re d  to 
determ ine if the practice owners can 
leverage ju n io r or support staff such 
as associates (as in a law firm ), staff 
(as in an accounting firm). For exam­
ple, one o f the reasons dental prac­
tices are readily saleable and  at signif­
ican t prices is th a t they afford  the 
owner an opportunity to profit from 
p ro v id in g  c le a n in g  (p rop h y lax is) 
th ro u g h  hygienists. W orkforce-in- 
Place should thus be divided into two 
com ponents: one for direct revenue 
p roducers such as dental hygienists 
o r staff accountants, and another for 
sup p o rt personne l such as m edical 
assistants, secretaries, an d  the  like. 
Direct revenue producers can be val­
ued  similar to any o th e r in tangible 
using their associated profit stream, 
while support personnel can be val­
u e d  in  th e  c o n v e n tio n a l m a n n e r  
based u p o n  costs o f recru iting  and  
training, as a percentage of payroll.
A Simplified Example8
The analyst determ ines that $45,000 
o f annua l free  cash flow is derived 
from  profits on  non-partner profes­
sional staff who are d irec t revenue 
p ro d u c e r s ,  a n d  th a t  th is  p ro f i t  
s tream  will c o n tin u e  to grow  a t a 
constant rate.
Free cash flow from direct revenue producers 45,000  
Cap rate from weighted average cost of capital 16.17%  
Value 278,336
O ften  m issed in  the  analysis o f 
p e rso n a l goodw ill is th e  p o te n tia l 
im pact o f the presence or lack of a
Nonsolicitation provision. Such a pro­
vision w o u ld  p re c lu d e  th e  s ig n er 
from  seek ing  to em ploy  th e  p rac ­
tice’s personnel after term inating. As 
such, a portion of the value o f  Workforce- 
in-Place can be attributable to the Non­
compete i f  it contains a nonsolicitation 
provision and the analyst believes that 
certain employees would leave i f  the 
covenantor were no longer with the busi­
ness. T h is  c o u ld  re s u l t  f ro m  th e  
covenan to r opera tin g  a com peting  
business o r simply no  longer being 
associated with the sold enterprise. A 
standard  Purchase and  Sales docu­
m ent would typically contain both  a 
n o n co m p ete  and  a nonso lic ita tion  
provision. Nonsolicitation provisions 
m ay a lso  ap p ly  to  th e  b u s in e s s ’s 
clients, patients, and customers.
MECHANICS OF VALUATION
It is critical tha t the analyst consider 
th e  th re e  p r in c ip a l c a te g o rie s  o f  
assets in c lu d ed  in Business E n te r­
prise  V alue (BEV) w hen assessing 
the profits attributable to the seller: 
N et W orking Capital (NWC), Fixed 
Assets, and  Intangible Assets. Ju st as 
the right-hand side o f the BEV equa­
tion has a rate o f re tu rn  or discount 
rate for each of Equity and  Debt, the 
left-hand side has a re tu rn  on each 
o f the assets. It does n o t seem  rea­
sonable for the re tu rn  on  N et W ork­
in g  C ap ita l o r F ixed  Assets to be 
a ttribu ted  in its en tire ty  to a seller 
and  therefore the N oncom pete.
Once the BEV is known, it is typi­
cally possible to calculate the value of 
NWC using  th e  h is to rica l b a lance  
sheets; certainly, if a DCF is used, the 
working capital requirem ent needs to 
be estimated. Fixed assets can be val­
ued  by an appraisal. Once these two 
values are known, they are subtracted 
fro m  th e  BEV to  d e te rm in e  th e  
aggregate value of the intangibles.
C onstructing a N oncom pete DCF 
is best accom plished after estim ating
6 Certainly, if one looks at Tax Court cases involving reasonable compensation, the Court always focuses on hours worked, responsibilities, etc. Why should it be any differ­
ent in ‘regular’ valuation engagements?
7 See, for example, Financial Valuation, Hitchner et al; Medical Practice Valuation Guidebook, Mark O. Dietrich.
8 I use capitalization of cash flows here assuming the profit stream qualifies for capitalization.
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the value o f each o f the asset cate­
gories; it may also requ ire  calculat­
ing  the value o f certa in  individual 
com ponents for each category, such 
as the W orkforce-in-Place described 
above. T h is  assists th e  an a ly st in  
gauging a reasonable total value for 
th e  N o n c o m p e te .  T h e  a n a ly s t 
sh o u ld  also co n sid e r w h e th e r any 
p o rtion  o f the value o f fixed assets 
o r working capital is attributable to 
the covenantor.
O n e  a p p ro a c h  to  m a k in g  th is  
d e te rm in a tio n  is to d if fe re n tia te  
betw een  the  going concern value o f 
th e s e  two c a te g o r ie s  o f  a sse ts— 
w hich  re q u ire s  to  o n e  d e g re e  o r 
an o th e r the con tinued  presence or 
forbearance of the seller— and their 
liquidation o r o ther value. For exam ­
ple, fixed assets are likely to have a 
significantly g rea te r value in use as 
part o f a going concern  than  as an 
assemblage n o t  in a going concern  or 
in liquidation. In liquidation, a buyer 
will n o t pay for the in-use value and 
is likely to consider the cost to trans­
p o rt an d  a m ark-up to resell. T he  
value of working capital may or may 
no t be d ifferent in a going concern 
c o n te x t d e p e n d in g  u p o n  th e  col­
lectibility o f receivables for example.
E stim a tin g  th a t  value m ay also 
requ ire  establishing a d iscount rate 
for each asset and allocating the cash 
flow based upo n  the d iscount rate.9 
T he w eighted average o f those dis­
count rates must, o f course, be equal 
to the W eighted Average Cost o f Cap­
ital (WACC) d e te rm in ed  from  the 
right hand  side of
the BEV equation.
T h e re fo re ,  th e  
analyst m ust also 
consider the p o r­
tion of the value of 
each category that 
would be financed 
with debt.
Observation
N otw ith sta n d in g  the d isda in  
with which some in the valuation 
com m unity regard the Excess 
Earnings method, it is the classic 
example o f a left-hand side of the 
equation approach to c a p ita l­
iz a tio n  rates, and, by adding  
the appropriate long-term growth 
rate, deriving  discount rates. 
U nfortuna tely , users o f  the 
method rarely calculate the capi­
talization rate derived by weight­
ing the respective returns on tan­
gibles a n d  in tang ib les and  
comparing it to the traditional 
WACC approach for reasonable­
ness. Note: The weighted aver­
age cap rate based on assets 
should then be used in the Capi­
talization of Cash flows method.
Debt
Equity
Weight
25.00%
75.00%
Table 1 shows the result o f a DCF 
valuation along with an allocation of 
fair m arket to the th ree m ajor cate­
gories of assets and their percentage 
of total BEV.
Table 2 is the calculation o f the 
WACC used in the DCF model; note 
th a t th e  WACC is based  u p o n  the 
fair m arket value of deb t and equity, 
no t book values.
Table 3 is the com putation of the 
W ACC, b ased  o n  re tu rn s  fo r  th e  
individual categories o f Assets. Fixed 
assets are  fin an ced  with 50% d eb t 
(the pre-tax rate is 6%, the after-tax 
rate is 3.54%, using a 41% tax rate) 
and  50% equity; n e t working capital 
is f in an ced  with the  re m a in d e r  o f
Table 3: Computing the WACC-Based Returns for Each Category of Asset
Cost of Cost of Cat Total
Category (Cat) Value % Debt Debt Equity Equity WACC Return WACC
Fixed Assets 975,000 34.97% 487,500 3.54% 487,500 17.25% 10.40% 101,351 3.63%
Net Working Capital 1,064,217 38.17% 209,589 3.54% 854,628 17.50% 14.75% 156,979 5.63%
Intangible Value 749,141 26.87% 749,141 35.00% 35.00% 262,199 9.40%
2,788,358 100.00% 697,089 2,091,269 520,530 18.67%
Table 1: Allocation of FMV to Asset 
Categories and Percentage of BEV
Value % of Value
Fixed Assets 975,000 34.97%
Networking Capital 1,064,217 38.17%
Intangible Value 749,141 26.87%
2,788,358 100.00%
Table 2: Calculating the WACC in the 
DCF Model
Capital
697,088
2,091,268
2,788,358
Discount
rate
3.54%
23.71%
WACC
0.89%
17.78%
18.67%
the deb t and the balance with equity. 
I n ta n g ib le  a sse ts  a re  f in a n c e d  
entirely with equity.
T h e  analyst d e te rm in e s  eq u ity  
returns for each asset category. The 
agg rega te  w eigh ting  sho u ld  agree  
with the WACC used in the original 
D C F.10 T h e  a p p ro p r ia te  d is c o u n t 
rates will vary from  industry to indus­
try an d  subject to subject. B ear in 
m ind that intangible assets are gen­
erally the m ost risky and  therefo re  
have the h ighest expec ted  rates of 
return.
T a b le  4 o n  p a g e  10 is a c o n ­
d e n s e d  v e rs io n  o f  th e  DCF fro m  
which the Table 3 values are de ter­
m ined .11 The analyst has concluded 
th a t a n e t o f 55% o f the free cash 
flow is attributable to the seller and
9 This process is described in Financial Valuation as well as Valuation for Financial Reporting, Mard, Hitchner, Hyden, Zyla.
10 This is easier said than done using a DCF and individual WACCs for each asset category because discount rates (WACCs) are different for each category and there is not 
a linear relationship between discount rates and present value; the solution can only be found iteratively. It is comparatively easy to do using capitalization rates since the 
cash flow is fixed in the first period.
11 Note that the free cash flow in any year is not equal to the “return” shown in Table 3. As noted earlier, an iterative process is required in the actual reconciliation of the 
individual WACCs with the entity WACC, in part because year to year cash flows are, in fact, variable, as shown in Table 4.
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would be lost to the buyer 
in  th e  e v e n t o f  c o m p e ti­
t i o n .12 T h is  is a p p r o x i­
m ately  eq u a l to th a t p e r­
centage of the total re tu rn  
represented  by the Intangi­
bles as reflected in Table 3.
This does no t suggest, how­
ever, th a t only in tan g ib le  
v a lu e  is r e le v a n t  to  th e  
determ ination of cash flows 
a ttr ib u ta b le  to  th e  seller, 
s ince  som e o f  th e  W ork- 
force-in-Place value m ight 
no t be lost in the event o f 
com petition , and  som e o f 
the fixed asset value m ight 
be lost. For example, if the 
v a lu a tio n  su b je c t  was a 
m e d ic a l p ra c t ic e  u s in g  
m e d ic a l e q u ip m e n t  fo r  
d ia g n o s tic  te s t in g , th e  
d e p a r tu re  o f  a physic ian  
m ight lower the volume of 
te s ts  a n d  th e r e f o r e  th e  
value in use o f the equ ip ­
m e n t .13 T h e  a n a ly s t c an  
also utilize these allocated 
cash flows to assess the rea­
sonableness o f the annual 
cash  p a y m e n t fo r  a n o n ­
com pete.
Tables 5, 6 an d  7 show 
the calculation o f the prob­
ab ility -ad ju sted  lo st cash  
profits assuming that com ­
p e tit io n  b eg in s  in  year 1 
(Table 5), year 2 (Table 6) 
a n d  y ear 3 (T ab le  7). In  
th is ex am p le , if  co m p e ti­
tio n  does n o t co m m en ce  
before the end  of year 3, it 
is assum ed never to  com ­
m ence.
At first glance, Tables 5,
6 a n d  7 m ay  a p p e a r  to  
cou n t the same cash flows m ultiple 
tim es.15 T h e  way to be certa in  th a t 
th e re  is n o  d o u b le  c o u n tin g  is to 
ch eck  th e  J o in t  P ro b ab ility  T ab le
Table 4: Condensed Version of DCF in Table 3
Base Valuation 1 2 3 4 5 Terminal
Free Cash Flow 3,002,869 489,819 552,804 580,024 577,724 450,838 351,660
Present Value 2,788,358 449,645 427,635 378,109 317,365 208,702 1,006,901
Gross % Attributed To Seller 50.00% 50.00% 50.00% 50.00% 50.00% 50.00%
Attributed To Seller 1,394,179 224,822 213,818 189,054 158,683 104,351 503,451
Net % Attributed To Seller14 55.00% 55.00% 55.00% 55.00% 55.00% 55.00%
PV Seller's Free Cash Flow 766,798 123,652 117,600 103,980 87,275 57,393 276,898
Tables 5 ,6 ,  and 7: Calculation of the Probability-Adjusted Lost Cash Profits
Table 5: Year 1
Year 1 2 3 4 5 Terminal
PV Net Profits Attributed To Seller 224,822 213,818 189,054 158,683 104,351 503,451
Net % Attributed To Seller 55.00% 55.00% 55.00% 55.00% 55.00% 55.00%
Net $ Profit Attributed To Seller 123,652 117,600 103,980 87,275 57,393 276,898
Probability of Competing 10.00% 10.00% 10.00% 10.00% 10.00% 10.00%
PV of Lost Profits By Year 12,365 11,760 10,398 8,728 5,739 27,690
PV of Year 1 Lost Profits 76,680
Table 6: Year 2
Year 1 2 3 4 5 Terminal
PV Net Profits Attributed To Seller 213,818 189,054 158,683 104,351 503,451
Net % Attributed To Seller 55.00% 55.00% 55.00% 55.00% 55.00%
Net $ Profit Attributed To Seller 117,600 103,980 87,275 57,393 276,898
Probability of Competing 18.00% 18.00% 18.00% 18.00% 18.00%
PV of Lost Profits 21,168 18,716 15,710 10,331 49,842
PV of Year 2 Lost Profits 115,766
Table 7; Year 3
Year 1 2 3 4 5 Terminal
PV Net Profits Attributed To Seller 189,054 158,683 104,351 503,451
Net % Attributed To Seller 55.00% 55.00% 55.00% 55.00%
Net $ Profit Attributed To Seller 103,980 87,275 57,393 276,898
Probability of Competing 21.60% 21.60% 21.60% 21.60%
PV of Lost Profits 22,460 18,851 12,397 59,810
PV of Year 3 Lost Profits
Total: $305,964
113,518
(see T ab le  8 ). T h e  p ro b ab ility  o f  
possible outcom es m ust total exactly 
100% . F o r e x a m p le , a d d in g  th e  
probability-adjusted p re sen t value o f
lost profits for year 3 from  each of 
Tables 5, 6 and  7 totals $51,574, less 
than  the total p resen t value o f year 
3 ’s profits attributable to the sellers
12 As more fully explained in the original article, there may be a difference between the gross profits attributable to the sellers and what profits the buyer would lose if the 
sellers competed. This gives recognition to such intangibles as location.
13 The analyst could isolate the profit on the equipment and determine that profit’s present value.
14 Original article, ibid, footnote 15.
15 As noted by one reviewer, thereby prompting this explanation.
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o f $103,980. Assuming the 
rest o f the m odel is p ro p ­
e r ly  c o n s t r u c te d ,  th e  
p robab ility  check  assures 
th a t  th e re  is n o  d o u b le  
counting .16
I f  th e  p ro b a b i l i ty  o f  
co m p e tin g  w ere 100% at 
th e  b e g in n in g  o f  year 1, 
the  value o f the  noncom ­
pete  (see T able 4) w ould 
be $766,798, slightly m ore 
than  the total intangible value. This 
v a lu e  c o u ld  b e  c o m p a re d  to  th e  
value o f Workforce-in-Place and  any 
o th e r  d iscretely m easu red  in tan g i­
bles while considering the probabil­
ity tha t the sellers would take some 
portion  o f the value o f those intangi­
bles with them  if they com peted, as 
well as any d im inution in the value 
in use of fixed assets. T he $766,798 
represents all o f the presen t value o f 
fu tu re  p ro f its  a t tr ib u ta b le  to  th e  
seller and  is therefore also the value 
o f personal goodwill.17
Table 8: Joint Probability Table
Year
Year 1
Don't
Compete Compete
Year 2
Don't
Compete Compete
Year 3
Don't
Compete Compete 1
Joint
Probability
Compete Year 1 10.00% 10.00%
Compete Year 2 90.00% 20.00% 18.00%
Compete Year 3 90.00% 80.00% 30.00% 21.60%
Never Compete 90.00% 80.00% 70.00% 50.40%
The distinction between the value 
o f personal goodwill and  the value of 
a n o n co m p ete  is less im p o rtan t in 
equ itab le  d is tribu tion  th an  fo r tax 
pu rp o ses . F o r th e  la tte r , th e  n o n ­
com pete  is o rd inary  incom e to the 
covenantor while personal goodwill 
should be long-term capital gain.18 It 
is p ru d e n t fo r the  analyst to value 
bo th  the noncom pete  and  the p er­
sonal goodwill w here tax considera­
tions are im portant.
In  the Summer 2003 issue o f CPA 
E xpert, a single period capitalization
100.00%
model is explained and the author sum­
marizes the key tasks for the valuation 
analyst. X
The au thor expresses his gratitude to Kevin R. 
Yeanoplos, CPA/ABV, ASA for his thoughtful cri­
tique of the concepts explored in this article, as well 
as for his corrections to my use of English language 
grammar.
M ark O. D ietrich, C P A /A B V , is w ith Diet- 
rich &  W ilson, PC, Fram ingham , M assa­
chusetts . He is author of the 2 0 0 1 /2 0 0 2  
M e d ic a l P ra c tic e  V a lu a tio n  G u ideb oo k  
and a co-author of P P C ’s Guide to H ealth­
care Consulting. He can be contacted at 
dietrich@ cpa.net.
16 The second test, as discussed in the following paragraph, is to determine the value of the noncompete if the probability of competition is 100%; any probability less than 
100% in year 1 should result in a lower value for the noncompete.
17 I caution that the example has personal goodwill in excess of total intangible value. I do not mean to imply or suggest that this is, or is not, the norm or that the analyst 
should not carefully consider the implications.
18 With respect to tax issues, see, e.g., Martin Ice Cream 110 TC 189 (1998) and Norwalk v. Commissioner TC Memo 1998-279.
F Y I . . .
FOCUSING ON FRAUD 
PREVENTION AND 
INVESTIGATION
FIRSTGlobal Investigations, a divi­
sion o f BDO Seidm an LLP, predicts 
th a t in  2005 co m p an ies  will focus 
m ore on fraud prevention and  inves­
tiga tion  efforts. T hese p red ic tio n s 
include the following:
• Proactive prevention. C o rp o ra te  
boards will turn their attention to 
c re a tin g  an  an ti-frau d  en v iro n ­
m en t by im plem enting  proactive 
prevention and training programs. 
Because of recent am endm ents to
th e  O rg a n iz a tio n a l S e n te n c in g  
G u id e lin e s , th e se  e ffo r ts  will 
respond to the shift in responsibil­
ity for overseeing a corpora tion’s 
fraud  prevention activities to the 
b o a rd  o f  d ire c to r s  a n d  th e  
in creased  risk o f liability in the  
event of serious compliance lapses.
• Proactive detection. In  add ition  to 
proactive frau d  p rev en tio n  p ro ­
grams, some com panies will bring 
in  th ird -party  “SWAT team s” o f 
forensic accountants to focus on 
p o te n tia l p ro b le m  areas o f  th e  
co m p an y ’s acco u n tin g  business 
operations.
• Whistleblower anonymity. To comply 
with Sarbanes-Oxley, com panies 
m ust provide a m ethod  to ensure 
the anonym ity o f whistleblowers. 
B ecause em ployee  tips a re  th e  
m o st c o m m o n  m ean s  o f  f ra u d
detec tio n , w histleblow er activity 
shou ld  pick u p  in 2005 as rank- 
and-file employees becom e m ore 
c o n fid e n t th a t th e ir  anonym ity  
will be protected.
• Real-time cyber-sleuthing. Real-time, 
diagnostic software will em erge to 
h e lp  c o rp o ra tio n s  d e te c t  “re d  
f la g s” o f  p o te n t ia l  a c c o u n tin g  
fraud  o r o th e r financial m iscon­
duct.
• Private company prevention. Proac­
tive frau d  p rev en tio n  p ro g ram s 
will becom e increasingly com m on 
a t b o th  p rivate  co m p an ies  an d  
nonprofit organizations. The ven­
ture capital com m unity and  inde­
p en d en t directors will exert pres­
sure on private com panies to take 
p re v e n tiv e  a c tio n s , a n d  m a jo r  
d o n o rs  will p u t sim ilar p ressure  
on non-profits.
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In  t h e  K N O W
B y  J a m e s  R . H it c h n e r ,  C P A / A B V ,  A S A
Did you know that there are six levels 
o f value, n o t four? Years ago there  
were only three levels, but like many 
things in valuation, defining levels of 
value has gotten a bit m ore com pli­
c a te d . T h e  fo u r  levels o f  va lue  
adhered to for a while were as follows:
1. Control strategic
2. Control standalone
3 . Minority m arketable
4. Minority nonm arketable 
Financial Valuation Applications and
Models (N ew  York: J o h n  W iley & 
Sons), which I edited and coauthored, 
presents five levels o f value, which I 
will discuss below  w ith som e slight 
modifications. I will also add another 
level o f value that Dr. Shannon Pratt 
has been  p resen tin g  in new sletters 
and conferences. H ere we go.
• C on tro l strategic (public or p ri­
vate company)
• M inority /con tro l standalone liq­
uid  (public company)
• Control liquid (private company)
• Control standalone (private com ­
pany)
• M inority restric ted  (public com ­
pany)
• M inority nonm arketab le  (private 
company)
Control strategic can be for a public 
and  a private company.
An ex am p le  o f  minority/control 
standalone liquid is the value resulting 
from  the applica tion  o f the gu ide­
line public com pany m ethod. Some 
analysts believe it is a minority value 
and  some believe it is m inority and  
control. E ither way, w ithout adjust­
m en t, it assum es the  liquidity  o f a 
public stock.
An exam ple of control liquid is the 
value derived from  the application of 
the incom e approach  (with control 
cash flows) in which the discount or
cap rate is based on returns from  the 
public m arketplace, again with pub­
lic com pany liquidity.
Control standalone is the value of a 
private com pany after application of 
the incom e approach  (or guideline 
public com pany m ethod) with a dis­
count to reflect the lesser liquidity of 
a contro l in terest in a private com ­
pany vs. public stock.
Minority restricted (public company) is 
the intermediate step in applying a dis­
count for lack of marketability to a pri­
vate co m p an y  w hen  re ly ing  u p o n  
re s tric ted  stock studies, w hich are  
based on public companies. This is the 
new level presented by Dr. Pratt.
Minority nonmarketable is after the 
application o f all discounts. Some of 
these “levels” of value may be h igher 
or lower than  the others depending 
on the circumstances.
Jam es R. Hi t ch ner, C P A /A B V , ASA, is 
w ith  th e  F in a n c ia l V a lu a t io n  G ro u p , 
A tlanta , Georgia. He can be contacted at 
jh itchner@ fvginternational.com .
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